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Dear Mr. Caton:

Yesterday, Mr. G.R. Evans, Mr. D.l Hatton, and Ms. K. Richards, representing the NYNEX
Telephone Companies (NTCs) met with Mr. R. Metzger, Chief-Common Carrier Bureau, and
members ofhis staff, Mr. D. Nall, Ms. J. Wall, and Mr. T. Machcinski, regarding the items
captioned above. Because of the late conclusion ofthe meeting, an ex parte notice could not be

filed until today.
The attached material served as the basis for the presentation and the ensuing discussion. Any
questions on this matter should be directed to me at either the address or the telephone number

shown above.
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History of Add-Back Issue

• .Issue Has Been Discussed Since 1991

• In 1992 and Early 1993, FCC Accounting Division
Confirmed That ROR Should Be Normalized.
Through Add-Back

• NYNEX Normalized Its 1992 ROR By Removing LFA
Revenues Ai

• FCC Investigated 1993 Access Tariffs Qn Issue of
.Add-Back ...

• FCC Issued NPRM On July 6, 1993 To Clarify Its
Rules On Add-Back
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Add-Back Is Consistent With Price
Cap Rules and ROR Reporting Rules
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• Add-Back Is Necessary To Enforce ROR Limits

» Provides Consumers With The Correct Amount
Of Sharing R~venues

» Prevents LECs From Earning Less Than Minimum
Needed To Stay In Business

• Form 492 Report Requires Normalt~ation

» NPRM Clarified Existing Rule

'.:» FCC Position Has Been Consistent Since 1991
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Dated: July 27. 1993

.....,

OIgcr CASE or THE !MIJX IIWtrOHl: COMPANIES

)
)

) CC Docket No. 93-193
)

.
•.

!dvarc! a. Wholl
C.-pbell L. Aylinq
Jo.eph Dl h11a

Nev York Telephone Company
and

New !nqland Telephone and
Tel~raph Company

120 Iloominqda1e Road
White Plain•• NY 10605
914/644-5'37

Their Attorney.

3EFOR.:: :':-!E
FEJERA: CO~~~:~A::ONS COMM:SS:ON

WASH:~GrON, O. C, 20554

In the Ma::er of

1993 Annual Aee.ss
TariEf Filinqs
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ANSWER: As the Commission noted in the D.signation Otder,

the NTCs normalized theit 1992 interstate rate of return for

:ss~ ~O. 2: How shou:d =:~ce C&; :ZCS =e!:ec~ ~~cun~s :::~

o:iot year sharing Ot low-end adjus~~ents :~

computing ~heir ta~es of return for ~h. cu==en:
ytar's sharina and low-end adiu5t~er.~s ~o or:ce
cap indices'?

pe.igpaSion Order, paras. 30-31.

IH Jn1IIX T.1.on. COllf8lli.. Tariff ree 110. 1,
~Ift"ittal 110•. 17', I", 201, filed April 2,"lIIy 3, "
JUD' 1., 1993, Description &ad Ju.tification, JP. 41-43;
1993 Annual Acc.ss Tariff rilift9., ..,ly of the IY.N!X
Ttl.phon. Companies, filed May 10, 1993, Appendix A.

Plsignltion Qrd.r at para. 32.

2

1

3

purposes of calculatinq their 1993 sharinq obliqation by

removinq the 1992 rev.nues associated with the lower for~ula

adjustment ("L!'A") for 1991 underearninqs.l Th~ NTCs

demonstrated in the De.cription and Justification (D&J) to their
~

1993 Annual Acc.ss Tariff filinq and in th.ir subsequent R.ply

to the Petitions to Reject, Susp.nd and Investiqate their 1993

Annual Access rariff rilinqs that the local exchanqe carriers

("LECs'" must normalize their 1992 rat.s of return to comply

with the earninqs limitations of the Pric. Cap system and to

. r.port th.ir rat.s of r.turn consistently with the Commissions

rule. and requlations. 2 In the D.signation Ord.r, the

Commission &l.so noted that it was addr.ssinq the issu. of

normalization of rat. of return und.r Pric. Caps in a notice of

proposed rultmak1n9. 3 the proposed rule would require the

IEes to DOr..lia., or "add-back," the .ffect on rat.s of return
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of both ~a~e lnc:eases a~d :a:e :ed~c::o~s und.~ p::ce :a;5 ::

share or inc~.ase ear~i~gs :::~ ear::er years. 4

In the NICs' view, the NPRM simply clari::es a

requiremen: :ha: is imp:icit in the Commission's Price Cap

rules. :n the followinq sections, the NTCs will demonstrate

that normalization is required by the Commission's rules and

that it is essential for a reasonable calculation of exoqenous

cost chanqes in the annual tariff filinqs.

1.

If the Commission did not interpret its Price Cap

rules to require the LECs to normalize their rate. of r.turn

throuqh "add-back" of sharinq and Ll'A amounts, the Price Cap

system would be l.;ally invalid. This would occur because

normalization is the only way that the Commi.sion can enforce

the upper and lover earninqs limitation. that are critical
.

components of it. Price Cap syst...

The Price Cap sharinq and LPA mechani.ms replaced

t~ rate of return eaforc...nt rule. that the court invalidated

in AT'; v. roc. S In that ca.e, the court found that the

automatic refUDd rule. in 41 c.r.a. Section 65.100 IS !Ii were

inconsistent with the rate of return pre.cription that the rules

.
"a. bte of -.cu•• Shari., .. Lowe ....1. Mjultment.ee Doc:l.-e ... tJ-l". ... . . ft , FCC

93-325, releaeed July 6, 1

MIRillA Ttl. , tJtl. Co. v. rec. 13' r.24 13.' (D.C. C:.r
IJITf .
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exceeded ~he prescribed rate 0: =e~~rn, plus a ~uffer, whi:e :~

prov:ded ~o ~echanism for ~he ~!Cs to recoup shor~:a~:s :0=
years in which their earninqs ~ere below the prescribed rate of

return. The court found that this produced a "systematic bias'

that would depress carrier earninqs below the prescribed rate of

return over the long run. Since the COlllnis..i-on had stated :nat

the prescribed rate of return wa. the minimum return necessary--for a carrier to stay in bUlinell, th. court invalidated the

automatic refund rule b.cause it was incon.istent with the

Commission's own understandinq of its rate of return
. . 7prescr:.ptl0n.

The Commission d.alt with th••• i ••u•• in the ~EC

Price Cap OrMr by e.ta.blishinq a "back.top" mechanism to

protect aqainst exce.lively high or lovearninql. While it

prescribed a rate of return of 11.25 percent for rate settinq

purposes, it decided that carriers could retain 100 percent of

earninqs up to 12.25 percent al an inceGtive to become more

,fficient.· To pcovid. a balance of rilk aDd revard. the

..
14:. at 13'0-'1.

~. Qbio 1111 Tel. Co. v. PCC, ,., r.2d .,. (6th C:.r.'
~

• at para. 123. ft.e "ct'" IMChanism
a t.. a to .~. SO peceeat of ••cninql
~~ 12.25, percent up to a~ of 1~.25 percer.:.
at vbich point th. LEC would ablce 100 ..cc~t of
earniAf.. This would prev_t tbe a.zocift' fc••arnl:,\q
more than 1•. 25 percent after makin, lharin9 adjultm.r.~•.
~ at paral. 124-125.
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Commission adop~ed ~he ::A ~ec~a:.:s~, whlCh a::ows ~~e :~CS

i~c:eas. their ~:ice cap :~cexes ~o ~~e extent :~a~ :~e:=

ear~inqs in any qiven year are below 10.25 percen~. Al~~ough

~his is 1 percen~aqe point below the prescribed rate of ~et~:n.

the Commission found that it would not be confiscatory, because

it would still allow most companies to continue to attract

capital and to maintain service. 9 The Commission found that ~

"a t.EC with earninqs below 10.25 percent is li~ely to be unable

to raise the capital necessary to provide new services that its

customers expect. It may even find it~ifficult to maintain

existinq levels of service."lO nerefore. the Coftlllission

adopted the t.FA mechanism to ensure that the LECs could earn

the minimum necessary return. If the C~islion applied the

t.FA in a way that would tend to drive .arDinql b.low the t.FA

level, the Commission would contradict its own rate of return

findinqs in the sam. way that it did in At'; v. FCC.

A failure to require normalization of rate of

return in computinq sharinq ~r LFA .-cuntl would do exactly

that. This il illultrated in Attac~t A, which shows the

effect of ulinq actual ratel of returD to comput. Iharinq
,

obliqatiODs aDd LrA amounts for LECI waos••arDinql are above

or·b.low th••arninql limitations. In order to ilolate the

effect of normalization, the exampl•• allu.e that a carrier'S

earninql r.ain at the same lev.l .ach year abIent abarinq or

t.!'A. A LEC .arDinq • percent in the bal. y.ar would be
,'.

9

10

~ at para. 11'.

~ at para. 1••.
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en:i::ed :0 an LFA :n :~e sec:~= yea: e~~al :~ :~e ~:::e:e~:e

between its rate of re:~:~ :~ :~e =ase year and :~e ::we:

ad:~s:~ent mark (10.2S percen:)

the :!C would earn 10.25 percent in the second year, i~c:~di~g

LFA revenues. Since the LEe must reverse the LFA in t~e third

year, its earninqs would revert to •. 0 percent if it used its

actual rate of return for year 2 (10.25 percent) to determine

its eli~ibility for an LFA in year 3. This wQ~ld tri~qer

another LFA in the fourth year. As illustrated in the further

examples and the graph in Attachment A,~his would create the

"s..-saw" pattern of earnings that the Connission described in

the~. ThuI, if the Commission did not allow &n

un4erearning LEC to normalize its earningl by removing the

effect of an LFA, it would tend to drive the LIe's earnin~s

below the level that the Commission hal d.fined as confiscatory.

Att.chment A also illustrates how a failure to

normalize ratel of return would undermine the Price Cap

earnings limit.tions on the hiqh end as well. A ~C earnin~ at

17 percent in the firlt year would refund 100 percent of its

earnings above 1'.25 percent and 50 percent of its earnings

betweeD 12.25 pere..t and 16.25 percent, reducing its effective

rat"of retUrn to 14.25 percent in the second year, all other

thin,s belDf equal. Howver, if the LIe used its actual rite

of return in the .-coed year, includinq the rate reduction for

sharinq, to co-.PUt. its sharinq obli,ation for the third year .
.'.

it would only share 50 percent of earnints between 14.25

percent and 12.25 percent. Since it would allo rev.rs. the

second year Iharinq ..ount, its earnin,. would iner•••• to 1. ~



The charts in Attachment A also demonstrate that

the Colllftission's

sharing the correc: amoun: even if its earnings were not above

addition, this see-saw effec~ wou:d prevent the LEe from

perce~~. ~h~s. :~esee-sa~ e::ec: wo~:c p=:c~ce ave=a;e

ea ..... ; ... qs ove" ·"e e;;ec-~'/e " ...... e .. ,; ;- ,..; 14 2~ e'-ce""- ..•."'.... • _.. -- -- -:-=-- - '-..I_ • "'" :: fa .

t~e cap.

2.

LECs will achieve the earnings levels intended by the Price ~lP

Rules if they normalize their rates of return. Normalization

allows a LEC earning 8.0 percent to incorporate an LEA in each

year's annual tariff filing that is su~cient to bring its

earninqs to the lower adjustment mark of 10.2~ percent.

Normalization also requires a LEC earning 17 percent to share

the amounts nece.sary to bring its earning. to the upper limit

of 14.25 percent. Thus, normalization i. ab.olutely essential

to maintain the integrity of the Price Cap earning. limits.

11 !III at par... I. 10.

the !III corr~ly note. that when the Colllftisiion

adopted it. 'rice Cap rule., it did not modify the requirement

that the LIe. report earnin,s on their Form .92 rate of return

report. U81nt DO~liled revenu••. ll the instructions for

the Fo~ 412A Report .tate that reported revenu.. should

include revenue. tlrped durinq the report period (Instruction F

of the Gen.ral Instructioni). When the Commi.sion established

its rule. for the .arning. report •• it required th~.L!CS to
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services that i: has provided in a prior period, (so-ca::ed

:epo:: earned :eve~~es :a:~e: :~a~ ~~a~:~sted~oo~ed :e~e~~es

:: :~e a~~:ocr:ate =e::od a~d s~• • *'. -

~en a :EC collects revenues

....

III Ameft~nt of 'art 65, Interstate late of "turn
Pre.cription: Procedure. and Me1:boclol0f1.. to laca.blish
Reporting aequir..ents, Report ap4 ottll, 1 PCC led 952.
957 (19.').

are :epo:ted on Form 492. 12

so :~a: :evenues wou:d :e:a:e

:~a: :~ey wou~d be co~s:sten: w::~ how expenses and o:he: ::e~s

12

"bacltbillinq") it does not report the revenues for the period

in which they are received, because the revenues were "earned'

in the period durinq which the services were ~~ovided.

Therefore, the LEe deducts those revenues from its booked

revenues durinq the reportinq period. i!1milarly, when a LEe

qives • customer a credit or refund for overbilling. in pa.t

period., it normalize. its revenue. in the reporting period by

adding back the ~ount of the overbilling credit.

The.e principles are directly applicable to LFA

and sharing amounts. An !.FA is like backbilling, because the

LEe receives the LFA revenues in the reporting period to

compensate it for underearninqs in the prior period. Thus, the

LFA is "earned" in the past period, and it mu.t be removed f:om

revenue. in the reporting period to reflect revenue. earned

durinq the report1Dg period. Sharing i. like a credit or

refund, because 1t 1s a reduction in revenu.. to return to

ratepayers a portion of revenue. that ~re overearned in the

prior per:1oc!. Tho.e sharing revenu...at be aCSded back to the

revenues in the reporting period to reflect revenue. that would
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have been received i~ ~~e ~epc:~:~q period absen~ ~~e exc;e~:~s

adj~stment for shari~g,

The NTCs' 1992 LFA represented the revenues

necessary to increase their 1991 earninqs to the lower form~la

mark. Therefore, to determine the revenues earned durinq the

1992 reportinq period, the NTCs had to normalize their revenues

to exclude the effect of the lower formula adjustment for l~l

earninqs that was included in the 1992 rates ... ' For the 1993

reportinq period, the NTCs intend to "add-back" the revenue

reduction that they included in their-1993/94 rate. to reflect

sharinq for overearninq. in 1992. Thi. normalization of 1993

earninq. will set the appropriate standard for determininq

whether a LFA or a .harinq obliqation should be included in the

1994 annual acce.s tariff filinq.

3.

The Coa-i•• ion." deci.ion to clarify the

normalization requirement in the MPIM doe. Dot imply that

normal iaation i. !lOt required by the current rul... Nhi le some

part. ~f tbe C~l•• ion·. Price cap rules are very explicit,

such a. "'~e tbey provide formula. for co-putinq chanqe. to

price cap ~, other parts are de.criptive in nature. The

latter type of rule place. the burden on the LlC to show that

its tariffs are con.istent with the words aDd intent of the...
rule. Thi. i. the case with respect to the rul.,·qoverninq

mo.t nOfeneu. adju.uwnt., includinq .ba~iftq aDd UA.. For

example, the rule requirinq exoqeneu. treatment of chanqe. In
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the separations Manua: ~: ~:~ ;::v:~e any :nstr~c~::ns as ::

how to calculate the e::ec~ :: sepa=a~:o~s changes. 13

Sec~ion 61 .• 9(a) requires t~e :!C to submit sufficient data t:

support its tariff filing. Therefore, in calculating an

exoqenous cost adjustment for separ~tions chanqes, the LEC must

show that its methodoloqy is consistent with the Commissions
•

accountinq and cost allocation rules and it must provide

sources for its data. Similarly, the rul.s~ire the LECs to

make exoqenous adjustments "as may be nece.sary to reduce PCls--to qive full effect to any sharinq of bale period earnings"

required by the Commission's rulel, and they permit

"retar.geting the PCI to the level specified by the COlllnission

for carriers whole base year earnings are below the leyel of

the lower adjultment mark.,,14 These general de.criptions

place the burden on the LEC to shov that it. method of

calculatinq exoqenous adjultments for sharin9 and LFAI is

13

14

, ,

II! 47 c.r .•. Section 61.45(4)(1)(111).

ill 47 c.r .•. section. '1.4S(4)(1)(v1i), '1.45(4)(2).
ffiire is .... UDcertainty coaceraiDf tbe -.act wordinq of
~1_ 61 ••1(4)(2). AI "ltM in the~
~, tilt. MCtion required the t.ze. to~us
iiQii•••CI for .harin9 al ··r.irM by tM .arinq
......1.. set forth in the C~illioft·. 1ec0Dd aeport and
0CdIc 18 elll •• Carrier DocKet Ro. "-313, rcc 90-314,
a-,eM Ieft r 1', 1990" (.L.L" the~
QUK) Policy ud .\ll""""'5i.mift4J~
DOiIftant earrierl, CC Doca.t Ie. "-313, IIIRPd-IIIort and
Q;.sII[, 5 ree &cd 67.' (199.), _-.dix I, ,.~are
avare of no .u.b18Cl\lent ••••Dt. to tAil MCt1oa.
However, tbe bound ver.toa of ebe era oaitl 'tbe reference
to the ~ 'tlce ial or4ll &Ad r~ir" that &baring
c.,ly VltIi t • • ar in, i_ .. set for~ iD 47 en
part. '1, '5 &Dc! "~,to SiDce ftOU of tJaose pert. provldes
a ".cription of the Ihari .-cbaD1., tM tIC IINlt In
any e¥eftt refer to ~he to deYelop •
rea.onable method of ca cu at Dq t. D9 obligatlon
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consistent with t~e P::ce Cap =~:es and ~ith ~he ~~:e~: :: :~e

otde~s implementi~g ~hcse :~.es.

As demonst:ated above, it is imposs:b:e ~o

compute the correct shar:nq or LFA amounts without nor~aliz:ng

rates of return for the previous period. While the LEC Price

Cap Order did not discuss normalization, it also did not

eliminate the continuinq requirement that the LEes report

earned revenues in their Form "2 rate of retu:n reports. 15

It also did not alter the rule that the LlCs are responsible

for demonstratinq the reasonablenesl o(.-the1r tariff filinql

and for submittinq lufficient information to Iupport their

filinqs.

The NTCs met the.e Itandard. by excludinq LFA

amounts from their rate. of return for purpo.e. of computinq

their 1993 sharinq obliqation. Their tariff. are completely

consistent vith the terms and intent of the Commislion's rules.

15 bI r .' .... 313. at. 1••ue v,. allo
ad.ck.. r 1 Il * on

et.~:C:l~D::':u~~ "-313,·"'~H~.~•..~.~"'A~anft~~
, PCC led HI' (1tt1 ) ) . III eb Tee n, ' t e
UIl1t::.c-::r ! •.l.,una Anociattoft (.. a") peia,eet out
tM . . •. effect in ....1.. Aft.,t I tu....tien that the
Pet "'''••Btl to brin, a LIe'1 ..ntD98 to the U'A naark
.....14 lie _,..r adj\&l~tl. UftA .,.... tbat the T.l'A
.hftlcl lie J.......t, to pr.-..t tAe LIe f~_ .aminCJ le.1
than itl COlt of capital in the year that ehe T.l'A vas
rever.eel. .. otto.teion of t1ITA eo ,.iti... for:
lec:onli_raUOIl, CC Donet .'·J13, fl1M DrM"'r 21,
1"0. !be e-t•• ion e bf polatl.. 014~ that "if a
I.IC coatta_ to o,.rate Ml eM 1 j\l.".lit mark.
eha tile vi11 be hbj ece eo a t Jet edjuatJlent."
1JL.. at D. 1... If the t.rA wire a •• ,.., "juatMftt, t:\e
OiiIy wa, ~.t tM LIe eould &'..eive aD Lra ill the
subllqUeDe ,..r:, a. the Comai'lion intended, would be to
remove the LrA reven~el from it. reported raee of ret~ra

for the previoul year.
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~"CS OF P'DILU. PUCE CAPS
SIIAUSG A.''D LOW'EIl FOR.\fi.1..A A.Dn:S~'T

.10" are sevetIil ......... dill oct_ .. rwo =111 till .... of ea!eulMml tbe
shinn, and lo..er fOlWlUla ""._1 ••bnt. (LIA..,f). Pot die .. of sUllpueuy. "e
a.sune that calrdlr yilt tIIiIf yw ,.-i.IM .. i'nliCli. II ....., .. aIIo UIU_ III
eaclt penod r-Med , Y., ......... w. PN 1111 _ of..,. ~'.IIQI "iii tie
rn penod. 1'1tI i1.- of.. uau.,... it.;, 3 .", .. 01 ...... VIriIItaas lIleKb year
purely IS I product of /UAM Ilia, ..

1. Lower Fonnuia '-'1_. MaM.t- .... oe _ .• ilK'" •plWYious U,w
adj~. -.... 1.IAM t. I I

NIt_
_VIM!) '.0 HIA 0 ...
V.,: I.' '0.• +2.. 10.21

y.,3 1'.35 .... .2.. •.0

y.,. '.0 .... .2.• 10.U

y." I'.• I'.• ·2.21 •.0

V.,t I.' I'.• .2.21 10.2,5

V., '1 ,..• I'.• .2.. '.0
..

III dIU till 1M q .1 ... ,.~ I) _'. fl III II,. 2••
LIC I 3•• 111 il_I1IL." +a.. JIll II ill..., ' llivtly .-.
die Fe I NIall ,... ,. ,.•••;tll .'" II,.2 _ ... ill dill
..,., (u Sial." LIf: _ 1&15'1111.1111 ,.2. fa,. 3. dill LIe
"villl- 'IO.2l" ••• ""2i1.' I nu.nn iI_ .0'.U.... '1I111 · ,.,2 ila '.' 7.'1...,. 11_" ....iII,...3.. it _ .•• ,.3 _ ••., ,...
,.,2 LIC_.., I3I.,.3 J.XII_.. tdedro
....1'1 •• ", .1 __ 10.25~1113 ,...

"... 01 ...., erf I III ••11* , ." -rtF iIJ FISt.., ... NIl lOR
'It F7*"'-. l,nGIt' •••'1 _ .. nll.tllt,.: 21 ••,.,2'. is.,...2.,'S,I." 1••,.3.11'[.. ,..'.:1 , 0_
iII,.2i1 jr b 11.701 ,.,2 111 __ 11.... iI,. 3. ". ",R"21 JIll 3 WI.F ,.,4 .



Now COD•• aD IJtIrIIIcive view ..bert e.c,.IOUS adjuS'lllleDts .. CNII8d as temporar;.. bur
an buId Oft prior yar eanW2IS DOt incluctittl exopDOUS adjustlDeuu.

2. Lower POI'IIIu&a Adju_ MecbuUsm bIIId 01 bue IIIIIiDp exclutJiq previous I..fAM
adjustments.

.... e;,... ..,..- A~ NIIIGI

.. y.,..n '.0 '.0 N/A 0 '.0 "

Yw: ••• '.0 1'.31 +1.21 10.25..
Y.,J '.0 10.;5 IO.at -2•••2.21 10.25

y..,4 '.0 10.25 1'.21 -2•••2.. 1I.2S-Y.., $ ••• 10.25 1'.21 -2.••2.11 10.25

Vw' '.0 10.25 1'.21 -2.21.2.21 10.21

v." '.0 10.21 ..... -2•••2.21 10.21

In dais ...,.. '1.' 111 .IU '••••• a." ,.. ,.. bill
.I0 II••• nl." I'ln ofdllprior
yW'S ..-;__. Crvn,,_,." LIC .. _ Ie._ _mart.

....



3. SbIN. I81CWjsm bued 012 IItIL1.Dls UlCludiD, previous siana, adjustmenu v"lth no....
.... - T •• • • Ntlaoa

ButVIItf\l ".00 N/A 0
" 00

y., : 11.00 > .6.25 ••• ••.15 '4.15
1%.25 ..

V., 3 '•.25
0

+2.15-1.' r..oo
V., 4 '6.• 0 +1.o.l.'" 15.115

, ....
Y., 5 1'.125 0 +.:..".•.• 15."2

Y.,6 1$."2 0 "'....1.. 1'.'"--Y.1 1'.'" • ..........,.., 1'.'"

ne 1ft'"u" ill 1IIiI ............. "'-iII tIII ............._ 0.=' rim
iJI 1. above.

1ft t.bis '1., 1M LIC .'1' .. ,.0-1) "'la' II 17••, Ja,.. 2, ..
LIe is ' •• 1IlII II' •••2." 'HItM , , II)

.....,., I ,.,',:111........ 1'.25•• 1M _ wot ,.r'a

.......... 12.25 16.25•.•_ 1111..-( ".,..2.l1li__ •
ill me bue yw (u •••1' ~). LIIe _ 14.25 ,.. ••, iI,.r 2... ,., 3,
the L.IC hlviIII _., 14.25 ,.. iI ,.. 2 is ...... ,. .1 ... _01.'" 'bA,...
adjustment. bill dIiI , is 1mill be f1' ••• '.. iI is .
14.2$ pltc18t WP' _ 1M ••••*.. 17 , , ". B'I' _ ••_ ,...
ylll' 2 iJ tn..... .,.3 LK_I•.O'.I 1 .. ,.,4. IIIIUC ia_"
liIItll tor •••I"_ 11 1' _15.125' ,.,. "'''11111
~ .._,. 7. Mid pi 1,_ •., ,., _ 17.•
PIft*Il, tbilo",' II. ., ' •• '1. • 141 , • mf tIC II) ...--
of·a ,.. _ ' is. .. i ,,,. is 11 .... 2," ",JlBIIIuiIlI.a yw,
bill _.lftW .. B ,., 2.

Now ca .'1, lIII.n 'w ....... 'I' Ill. F ml_.' , .. '."1""."111..........,.,_ '._."",•., I." rlu. TIIiIs ._.LPAM
IIIIdIod ill 2. ~.

..'.



4 Sbarm, mech.an.Lsm based OD eanungs ex::lud.u1g prevIOUS shaNg adjustments Il.lth no
inter=.

Bue ROR Gro. ROR I SbarUII Trig., Acij..-a ~. ROR
I

Bue Y~!) l~ 00 1700 SIA 0 1700

Year 2 1;00 17.00 :> 16.15 100. -2.15 1•. 2$
12.2$ 50.

YIII J 17.00 14.2.5 · +1.15-1.15 14.2.5 "

Y., 4 1700 \4.2.5 · +2.15-1.15 \4.%.5

YIII 5 17.00 1".2$ • +2.15-2.15 1...2$

Y., 6 \700 14.2$ · +2.15·2.15 14.15

\4.%5 · - +2.1'-1.15Y.,. 7 \700 14.15

In this lut example, the exopnous adjumDeau are temporary. &ad IIdl yar ualysis of tie
undertyinc~ of reaun of 17.00 perceat cawes a (jowaward sUrialldjuSIIDeISl to au.Uify tbe
explntion and m-m&I of tile prior year's adjusaa•. Ala couequace, die LEe eams 1".25
percent. Tbe rmpayer aDd tbe LEe receive each year tiIIir fair sbaft of me amiDp (with
imeresr to compensue rueptyen for the time vaJue of moaey). Tbis appean more Ul 1iac WIth
the Commission's imam in die Price Cap IDd subsequeat orden.

..
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F::::ERA.: C:J~~~:':~:::'~;S C8MM:SS::N
~ASH:~G:ON, : 20554

::1 ::--e Matter of

?rlce Cap Regu:ation of :oca:
Exchange Carriers

Rate of Return Shari:lg
And :ower Formu:a Adjustment

) CC Docket No. 93-179
)
)
)
)

REPLY COMMENTS OF :'HE NYNEX TELEPHONE COMPANIES

New York Telephone Company ("NY'I''') and N.'" Enqland

Telephone and Teleqraph Company ("NET") -'F collectively the

"~ Telephone Companies" or 'NTCs", hereby file their Reply

to the Comments that were filed In response to the Commission's

Notice of Proposed Rulemaking ('NPM") in the above referenced

d ' 1procee lnq.

I . INTRODUCTION AND SUMMARY

Several parties have attempted to complicate an issue

that is really quite simple: should the local exchanq. carriers

("LECs") normalize their rates of return by "addinq-back" the

effect of sharinq and lo"'er formula adjustment ("LEA") revenues

for purpo.e. of computinq their sharinq obliqations and LFAs

1 Rate of aeturn Sharinq and Lower Formula Adjultment, CC
Docket No. 93-179, Notice of Propoled aulemakinq, FCC
93-325, relealed July 6, 1993. A lilt of the parties that
filed Comments, includinq the abbreviation. uled herein,
is attached al Exhibit 1. '.



for the subse~~en: pe~:od> :~e ~R~~ demonst~ates :~a:

normalization is not on:y ::g::a. J~: ~ecessary. :0 carry

:he earnings lim::at:ons cf :he ::~m~ss:on s price cap sys:e~,

Non-nor~alized ~ates of return ~o~:j give an incorrect picture

of a :EC's per:ormance by art:::c:ally lo~ering aLEC's :a:e of

~eturn for sharing amounts and by artificially inflating a

LEC's rate of return for LEA amc'~ts,

The NPRM's conclusions are supported and illustrated

in a series of mathematical char:s. Several cOftlnenters

challenge the Commission's concl~sions by offering alternative

analyses. These analyses, ho~ever, are riddled with errors and

they prove nothing.

Several commenters argue that the Commission must

equate sharing with refunds in order to require normalization.

This is incorrect Although sharing is not a refund, it stl:l

must be based on normalized rates of return to produce the

amount intended by the price cap ~~les.

The NTCs disagree with the commenters who argue that

the NPRM proposes to change the rules on calculating rates of

return, rather than to clarify the requirements of the existing

rules. The Commi•• ion never amended the rules that require :he

LECs. to report "earned", i.e., normalized, rather than booked

revenue. 011 their Form 492 rate')f return report.. Although

the amended Form 492 doe. not contain a line item that adds

sharing or removes LEA amounts, it still require. the LECs :0

adjust the revenues on line 1 by the amount of sharing or :FA

revenue., just a. it requires the LECs to increa.e line 1

revenues for FCC-ordered refunds and for credit. given to



customers :~r ~verb:::i::.gs ~::. :?r::::- per:~ds, 8ecause :.::e ~;?R.~

~erely clarl' ~'es ex;s~;~~ ~~~ .. ·~~e~-s -~e c -e s '-'~Ololl ~..... 1". ..... .., --""1--"'-_... - I ••• ommen .. r .".

ar~e that it ~ould cons:::~:e ~e::~ac::ve rulemaklng t~ app:y

the rules to the pending invest:~a:~on of the 1993 Annual

"'" ' ~~ 'Access .arl .. S are lncorrect,

Some of the commen:ers argue that add-back ~ill reduce

the incentives for the LECs to become more efficient. The

commenters are ~ronq. Add-back ~erely maintains the eXisting­

efficiency incentives by enforcinq the rate of,,~eturn

limitations that the Commission adopted in the LEC Price Cap

Order. 2 The NTCs aqree with the commen~rs who believe that

the Commission should increase the incentives for the LECs to

become more efficient by eliminatinq sharinq entirely ~hen the

Commission revie~s its price cap rules.

I I. THE COMMEN'I'ERS FAIL TO UNDERMINE THE COMMISSION'S
CONCLUSION THAT ADO-BACK IS NECESSARY TO CALCULATE SHARING
OBLIGATIONS AND LOWER FORMULA ADJUSTMENTS

The NPRM demonstrates in a straiqht-forward and

convincinq manner that add-ba~ is nece••ary to enforce the

earninqs limitation. of the price cap plan and that

non-normalized rate. of return produce an inaccurate picture of

earninq. for purpo.e. of computing sharinq and LFA amounts. 3

Several commenter. pre.ented alternative chart. in an attempt

to show that add-back distorts the LEC.' earninq. levels and

.
2 Policy and Rule. Concerninq Rate. for Domin&ftt~Carri.rl.

CC Docket No. 87-313, Second Report and Order, 5 FCC Rcd
6786 (1990).

3 See NPRM, Appendix A.



oduces "lo-e ·Jr,.... ...... amo"'""~ ",-= _ - ... '"'_ • 1:"'"' 4.pr ~•.• ....,,;,.~ ...... ~'- '-I ... ,:) ::. ~ '-'i". .-.1"\. :'~ese c:".a::s

are riddled with errors

CJ~mission's analysis.

::".e

Bell Atlantic uses :~e ana:ysls in its charts 1-1 and

1-2 to ar~~e tha~ add-back :c:ces a :EC to share addit:onal

amounts year after year in excess of the 50 percent sharlng

obligation. S However, Bell At:antic's charts rely upon

incorrect and unjustified applications of the sharing

mechanism. In chart 1-1, Sell Atlantic tries t'o show that,

without add-back, a LEC that earned 12.1.9' in the first year

would earn precisely 12.25\ in every subsequent year, after

sharing. However, Bell Atlantic treats the sharing adjustment

in year 2 as permanent, rather than as a one-year

adjustment. 6 Since the year 2 sharlng &mount must be

reversed, the LEC would earn 12.90\ in year 3. This would

produce another sharing adjustment in year " resulting in the

'see-saw" effect described i~ the m'M. OVer the five-year

period, the failure to include add-back would cause the LEC to

share less than half of the correct &mount.'

5

6

,

ill ..11 Atlantic Workpapers; Ameritech Exhibit 1; MCr
T&61. 1; OS w••t Table 1.

Sell Atlantic at pp. 2-3.

This may occur because Sell Atlantic rever••• the shar:ng
adjustment twice each year in Chart 1-1, a. i~ does ln
charts 1-3, 1-', 2-1 and 2-2. i!! di.cu•• ion "infra.

Sell Atlantic also incorrectly comput•• the y.ar 2 shar:~g

obligation as being e~~al to the line 11 total of excess
earninqs subject to shar:ng. rather than to the after :~x

sharinq amount.



I~ cha=~ 1-2, Se:: ~::~~.:~ ~=:es to show :~a:

add-back '~everbe~ates' ::: s'..;,'::se·:[_.ez:: years, produci~g s::a:::-:q

f . .....~~Q..... ain excess 0 100\ of ear;o.:;-.gs ~. -- -.:!le. However, char~ 1-2

treats the cumulative shar::1g Jc::gation, with add-back, as

arising solely from the earni~gs :n year 1. ~his is

incorrect, ~he total price cap sharing obligation on line 15,

if it included reversal of the previous year's sharing each

year and add-back of sharing in :he current year's revenues,

would properly show a sharing amount of .23 mi~lion each year,

corresponding to the amount of sharing that the LEC should make

based on an underlying rate of return ~ 12.9\ for each year.

The cumulative sharing that Bell Atlantic show. is too low

because it fails to include the effect of each year's sharing

reversal on the revenues on line 1, Which produces an incorrect

rate of return on line S before sharing. 9

Bell Atlantic'S charts on the effect of add-back on

the LFA are similarly flawed ~n chart 1-3, Bell Atlantic

includes productivity changes (~. expense changes> in years

2 and J that are sufficient to eliminate the need for a LFA.

In effect, Bell Atlantic assumes that the LEe exceeds the 3.3

percent productivity standard that the Commission adopted in

8

9

~ Jell Atlantic at p. 3.

Chart 1-2 hal other errors. As in chart 1-1, Bell
Atlantic applies a permanent revenue reduction of '26
million after year 1, despite the fact that the .haring
amount from year 1 should be reversed after year 2. In
addition, Bell Atlantic added back only t12 .tllion in
year 2, based on the half-year effect of .harinq, even
though it reduced revenues in line 1 for the full-year
effect of sharing. This chart is hopele•• ly muddled and
it cannot possibly show any valid re.ult•.


